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To the Members of the Committee on Stock List:
The following report is respectfully submitted by your Sub-Committee on Independent Audits and
Audit Procedure, appointed to review recent developments and trends of thought in auditing matters, with
special reference to independent audits of the type which by Exchange requirement must accompany reports
to stockholders of listed companies. The Exchange has for many decades worked with notable success for
the extension of recognized accounting procedures, and for the ever-widening disclosure of sound and under
standable information on corporate affairs. The introduction of requirements by the Exchange played an
important role in making the independent auditor’s report the customary accompaniment of annual financial
statements to stockholders of leading American companies.
The broad improvement which has taken place over the years in American corporation accounting and
in reporting to stockholders has been a gradual development marked by the consolidation of each advance,
a progression in which abrupt and ill-considered changes have largely been avoided. It is with a certain
historical sense and a strong conviction of the soundness of such a well-integrated development that your
Sub-Committee prefaces its report with the reminder that accounting and auditing procedures are in their
very nature not final but evolutionary, both in themselves and in their adaptation to a continuously evolving
business world, and that new developments should be introduced only where their practicability is reasonably
established.
The most striking aspect of recent discussions is the discrepancy which exists between what the public
seems to expect of independent auditors in making the customary audits for statements to stockholders, and
what the auditors themselves, and the corporations, say is feasible to do within even the most extensive
reasonable limits of expense to stockholders. Considerable portions of the public apparently believe that the
reports of independent auditors are certificates of complete assurance, almost in the nature of guaranties.
In a recent questionnaire addressed to a representative group of stockholders, only 11% knew that the auditor’s
statement does not act as a guarantee of the financial statement. It is the considered opinion of your Sub-Com
mittee, on the other hand, that independent audits cannot under complex modern business conditions give
conclusive assurance against all possibilities of error and fraud. Assurance must be a matter of degree. This
does not mean that audits are not of great value as independent checks of the correctness of the judgments of
management and of the credibility of its representations, nor that they do not have an important deterrent
effect.

It would be an error, however, to think that expressions of dissatisfaction with audits have come entirely
from persons who entertain misconceptions of this kind. Many appreciate that there must be some limi
tations inherent in all audits, but claim that these limitations might be more explicitly stated in the auditor’s
report; or they go farther and ask for more extensive procedures either within the corporation or in the inde
pendent audit as regular practices on which the public can depend. The Exchange, which has done much
in co-operation with the American Institute of Accountants to help bring about and to improve the inde
pendently audited report, must be equally interested in furthering the understanding which is a precedent
of intelligent use. It is important that the investor should not either over-estimate or under-estimate the
kind and degree of assurance which the independent audit can properly give. It has been the duty of your
Sub-Committee, therefore, to consider three specific aspects of the subject:
(1) Extensions in the scope and methods of audit practice.
(2) Means by which the limitations which necessarily exist in audits may most effectively be drawn
to the attention of stockholders, through the auditor’s report or otherwise.

(3) Changes in certain relevant corporate procedures, which may improve internal accounting or
facilitate the work of independent auditors.
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“ACCOUNTING” AS DISTINGUISHED FROM “AUDITING”

Your Sub-Committee was appointed to examine not the accounting phase, but the audit phase of the work
of the independent public accountant. Nevertheless, it seems that a few words must first be devoted to the
accounting portion of the work in order to re-establish a proper balance of emphasis. For there seem to be those
who, when faced with certain inevitable limitations and qualifications in the audit phase, entertain doubts as
to the value of the entire independent audit. They seem for the moment to overlook the importance of the
accounting phase. This is partly, of course, the result of the recent McKesson & Robbins case, in which the
fraud rested on the falsity of the factual matter which is the basis of all accounts. It may be worth noting, how
ever, that a distortion of emphasis may result also from a circumstance of terminology; the same word “audit” is
used for the entire procedure, and also for one of its two phases. In discussion, the audit phase is sometimes
confused with the entire procedure. In any case, the real importance of the accounting phase should not be
overlooked in public discussion, even when attention centers, for the moment, on auditing checks.

It may seem elementary, but it is apparently necessary and important to emphasize again and again that
financial statements of industrial companies are not statistical presentations of fact fixed in the form which
the stockholder reads. While properly based on facts, these statements represent the judgments of the Com
pany’s management in the application of conventional methods of stating assets and liabilities and in appro
priate allocations of income and outgo items to specific periods of time. For example, plant and property are
usually stated on the basis of cost, or on some other conventional basis—and not at a figure supposed to reflect
present day value. Other items are usually stated at going concern values, and profits are calculated on
this basis.

The importance of a periodic review by outside experts to see that these numerous judgments have been
made in accordance with accepted accounting principles consistently followed by the Company must be
apparent to every one—entirely apart from any methods the business world may employ to assure itself of
the authenticity of the data underlying the accounts. The independent public accountant is thoroughly
qualified to make such a review. For this he has been specially trained. The public is entitled to rely upon
his opinion regarding the soundness and consistency of the accounting judgments made by the Company in the
preparation of its reports to stockholders. If the independent public accountant does not concur in the results
of these judgments, he will take exception to the Company’s method by a statement in his auditor’s opinion
accompanying the financial statements. If his exception is of sufficient importance he will express no opinion,
and explain in his report why it is withheld. The independent public accountants’ opinion on the soundness
of judgments and consistency of methods is of real importance—for even with correct factual data at the base,
the possibilities of accounting errors and misrepresentations are very great.

THE AUDIT PHASE

From facts so far available, it appears that the McKesson & Robbins fraud rested primarily on
the falsity of the underlying documents purporting to represent certain assets and transactions, which have
been found to be entirely fictitious. This report is particularly concerned with the auditing phase, which
seeks to establish the correctness of the bookkeeping and of the underlying factual material which form the
bases for the exercise of accounting judgment and for the resulting accounts. What assurances can be
given to the stockholder that entries upon the books have been properly made so as to classify and reflect the
records presented by the underlying documents: the vouchers, bills of lading, time books, etc.? And what
assurance can be given that these underlying documents in turn authentically reflect genuine assets,
liabilities and transactions? Is the Independent Auditor, from his examination, able to give complete
assurance that the records are anchored in fact?
Where companies are small and business is not complex, an exhaustive detailed examination of all trans
actions can be made, and an independent auditor is able to give a greater measure of assurance that the data
—the “statistics” of the accounts—are accurate. But while such small companies are more numerous, they
are not, generally speaking, the companies whose securities are listed on the Exchange. In the case of large
modern companies, the aggregate expense to industry of extremely detailed examinations of the voluminous
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material, by independent accountants, would be out of all proportion to the possible benefits to be gained
in the occasional detection of irregularities in a few concerns. Most companies are honestly run, and the
huge expense which would be incurred by all for detection of occasional misrepresentations in the few would
in the aggregate be an economic waste to investors and to the public.

Even when this cost is not weighed in relation to American business as a whole, but only in relation to
a single large modern concern, it is doubtful if even a most detailed examination would be a complete safe
guard. The recent audit of McKesson & Robbins ordered by the Trustee following disclosure of the CosterMusica frauds is probably one of the most detailed audits ever made of a large industrial concern by
independent public accountants. Independent engineers were retained to examine and test check the quantity,
quality and pricing of the inventory and many months were spent in an examination of hundreds of thousands
of items and tens of thousands of pages of records. Even this audit could not cover all transactions, and the
independent auditor’s report included the customary phrase: “But we did not make a detailed audit of the
transactions.” We mention this only to indicate the burden which would be placed on corporations if all
transactions were to be audited in detail. It is hardly necessary to point out that the time factor involved in
such audits would likewise make anything even remotely similar, impracticable for preparation in time for the
stockholders’ meeting which follows the close of the fiscal year.
The primary responsibility for the accuracy of the records lies with the management, and many large
corporations have recognized the complexity of the problem as well as their responsibility by maintaining
extensive systems of internal control, by which the records kept by any one person are automatically checked
by one or more other persons in unrelated departments, and of internal audit, by which tests are continu
ously made of the efficacy of internal control. It seems a fair statement to say that such devices, especially
when properly applied by an internal auditor or controller whose work is performed independently of officials,
are in large companies apt to be more efficacious in uncovering irregularities than are the less frequent exami
nations by an independent auditor. The latter, however, assumes responsibility in making an additional
check, which, if occasional and less detailed, derives great value from the independence and from the accumu
lated general experience of the auditor.
SCOPE OF INDEPENDENT AUDITOR’S EXAMINATION

Under sound corporation accounting practice no restrictions are imposed on the freedom of access of
the independent certified public accountant to any records that he considers necessary in order to express his
professional opinion that the financial statements present fairly the position of the company and the results
of its operations. The extent of the examinations and tests to be made within this broad field of access
must vary with the circumstances of each case, and must be determined by the judgment of the auditor.
An auditor cannot properly give an opinion when the extent of his examination is less than he considers neces
sary. Your Sub-Committee believes that the primary responsibility for establishing standards of the scope
of the independent auditor’s examination must rest with the accounting profession. The Exchange can co
operate with the profession in efforts to improve and extend auditing procedure, balancing the need for the
widest protection of the investing public with considerations of practicability and cost to the stockholder.
The more detailed audit procedure which is practicable in small concerns is modified to a method of
“test checking” or sampling in the case of sizable companies. It may be said in the most general way that
the amount of test checking done by the auditor in a particular company has tended to vary inversely
with the degree of internal control effectively maintained by the company itself; so that, speaking very
broadly, the tendency has been to make relatively more numerous test checks in the smaller, less com
plex companies, where in fact the checks were more practicable, and less numerous ones in the larger, more
complex companies, where extensive systems of internal control exist. However, even in this it is difficult
to generalize, as practice has varied also, as already indicated, with considerations of necessity and practica
bility in the particular company, as well as with considerations of internal control and of size. In all cases
where systems of internal control exist, it has been general practice to make an audit study of the adequacy
and effectiveness of the system as a basis for determining the character and extent of sampling and testing
to be applied.
[5]

INVENTORIES AND RECEIVABLES

The American Institute of Accountants, in collaboration with State professional societies, trade organ
izations and others, has been engaged in a review of all phases of auditing procedure. Although the standard
bulletin of the Institute as to audit scope—“Examination of Financial Statements”—is in the process of
revision, first attention has been given to inventories and receivables, the principal points of discussion since
the McKesson & Robbins case.
It appears from a recent report of the Special Committee on Auditing Procedure of the Institute and
from later studies that have been made by the accounting societies and accountants generally that the pro
fession will adopt as generally accepted procedures, more extensive practices in the examination of inventories
and receivables. It is expected that generally accepted procedure will include closer physical contact with
inventories, where they are material, either through the independent accountant’s presence at inventory
taking or by the making of physical tests under his observation. Where the amount of inventories in out
side warehouses is material, confirmation in writing will be supplemented by further inquiries. It is expected
that the procedure of confirming receivables by direct communication with debtors will be more widely used
wherever practicable. Your Sub-Committee endorses these extensions of generally recognized auditing pro
cedure.
Both the auditing and the accounting phases of the profession of accountancy are not static—methods
are constantly being developed to keep pace with the evolution of business. The Exchange will continue
to welcome co-operation in its efforts to improve auditing methods, from the accounting profession and from
listed corporations, who, in turn, must answer to the desires of their stockholders. The accounting profession
and business itself have excellent reasons for extending audit procedure to the limits of practicability and
reasonable economy.
While no final appraisal of the extensions of auditing procedure now under consideration can properly
be made by your Sub-Committee until they have been observed in practice, a common sense consideration
of certain circumstances may throw some light on their probable applicability to certain types of companies.
Three matters should be kept in mind: first, that the independent accountant is not by training qualified
nor does he claim to be able to make such tests as would enable him to express an opinion on the condition
of inventories, nor, in certain cases, can his observations of inventory count carry much significance if the
materials which are being counted are of such a nature that a technical knowledge of their form and substance
is essential; secondly, that the complexity and far-flung operations of many large concerns, in addition to
frequent technical difficulties, would make detailed physical checking under the observation of the auditor
enormously expensive; and, thirdly, that there is an important practical limitation of time upon such investi
gations—the report must be prepared in a few months at most after the close of the fiscal period. It may
safely be said that the usefulness of the extensions will vary greatly in different companies and in different
industries, and that, in many large corporations, the system of internal control, as independently checked,
will probably remain the principal source of assurance that the bookkeeping records are correct. On the
other hand, the proposed extensions of audit procedure have substance in that they place increased emphasis
on independent contact with the underlying facts.
Before leaving this subject of auditing procedure, your Sub-Committee feels that, as a result of recent
disclosures, too great an emphasis may currently be placed upon the inventory and receivables phases of the
accountant’s work. While the auditing of assets of this type is admittedly important in most companies,
the various procedures followed in the examination of other asset items may often be of equal or greater
significance. A well-rounded audit, designed to cover all phases of a company’s business, obviously would
afford greater safeguards in the majority of cases than one where excessive emphasis is placed on certain
phases of the audit to the possible neglect of others.
In recommending extensions of audit scope, the Institute of Accountants rightly emphasizes that com
plete responsibility on the audit side is not thereby being approached. The report of its Special Committee
says: “to exhaust the possibility of exposure of all cases of dishonesty or fraud, the independent auditor
would have to examine in detail all transactions.” We know that in many corporations practical limitations
will not permit the checking of any but a small part of the transactions. We come back, therefore, to the
dilemma mentioned in our first few paragraphs—how to acquaint the investing public with the limitations
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which must exist on the audit side, while emphasizing at the same time the true value and proper use of inde
pendent audits; i.e., as independent examinations of accounting methods, for which the auditor is expected
to assume responsibility, and as independent additional checks on factual data, of considerable if not of
conclusive value.
FORM OF AUDITOR’S REPORT OR CERTIFICATE

The auditor’s certificate, or “auditor’s report”, as the profession prefers, is the statement by the inde
pendent public accountant with respect to the financial statements which, according to the listing require
ments of the Exchange, must accompany these statements in the annual reports to stockholders of listed
companies (except railroads operating under the supervision of the Interstate Commerce Commission). This
report affords a method of acquainting the general public with some indication of the scope and limitations
of the audit.
Your Sub-Committee believes that as a general rule, the auditor’s certificate should not be a long and
detailed report obscured by lengthy explanations of technical procedures. It believes that the short form
heretofore used may well be improved and is in accord with many of the changes recently suggested in the
report of the American Institute of Accountants’ Special Committee. It is expected that the Institute will
adopt a standard form of report at its annual meeting in September, when final consideration is given to
current suggestions with respect to extensions of audit procedure. When the profession has crystallized its
views on the details of the standard form of certificate your Sub-Committee may submit a further report.
In the meantime it is co-operating with the American Institute and others in the profession to develop the
most concise, unequivocal and illuminating form which can be agreed upon. It is no easy task to express
in a few words the description of the character of the examination followed in the audit of a company.

It is generally conceded that a program of general education of the public in the significance and neces
sary limitations of financial statements and audits is highly desirable. In recent accountants’ speeches and
reports, widely quoted in newspapers and periodicals, very explicit statements are made of the meaning, value
and inevitable limitation of independent audits. Your Sub-Committee urges more widespread familiarity
with the Institute’s Bulletin, “Examination of Financial Statements”; the “Report on Independent Audits”,
made to the Board of Governors of the Exchange in 1933; “Extensions of Auditing Procedure”, the most
recent report of the Institute; and the April, May, and June, 1939, issues of “The Journal of Accountancy”,
which include enlightening summaries of parts of the recent S. E. C. hearings following the McKesson &
Robbins case, at which the views of twelve leading members of the accounting profession were given on
numerous questions of auditing procedure. These summaries are not long, and the views expressed are worded
so that even those with little technical knowledge may get a broad view of present day auditing problems and
experience.
RECOMMENDATIONS AS TO CORPORATE PROCEDURES

Your Sub-Committee regards the responsibilities of corporations in auditing matters as two-fold: to
institute such corporate procedures as will make its system of bookkeeping, and of internal control and audit,
as efficient as possible; and to facilitate in every reasonable way the work of the independent auditor. Of a
large number of proposals considered in these connections, your Sub-Committee has selected four as sufficiently
important and practicable to warrant endorsement by the New York Stock Exchange. These recommenda
tions are made subject to consideration of applicability in the particular case, and in the knowledge that their
usefulness in connection with audits might have to be weighed against other disadvantages.

1.

Strengthening the Position of the Independent Public Accountant

This might best be accomplished through the general assumption by Boards of Directors of
direct responsibility for either the appointment of the auditors or for their selection and recommenda
tion to the stockholders for approval. Where practicable, the selection of the auditors by a Special
Committee of the Board composed of Directors who are not officers of the Company appears
desirable.
The results of the auditor’s examination should always be available to the Board of Directors,
his report should be addressed to the stockholders, and he should be afforded the opportunity to
appear at any stockholders’ meeting.
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Increasing the Responsibility, Authority, and Facilities of the Controller or Internal Auditor
More emphasis should be placed on the responsibility of the Controller and the assurance to him
of adequate authority and facilities. The scope of his responsibilities should be fixed by the Board
of Directors, and he should report periodically to them, in addition to making his customary reports
to the operating management.
The Controller or chief financial officer should sign the published financial statements of his
company, even in those cases where the statements are accompanied by the report of the inde
pendent public accountant.
Independent and efficient accounting and internal auditing departments are a vital factor in
assuring the accuracy of the books and published reports. The importance of the Controller or inter
nal auditor in these connections is paramount and the Board of Directors should take an active interest
in his selection.
2.

Adoption of Natural Business Year in Lieu of Calendar Year
The Natural Business Year of the industry in which a company is engaged is recommended,
unless impracticable for special reasons, as the fiscal year of the company instead of the Calendar
Year. The more general adoption of the natural business year by companies in each industry
would to a large extent smooth out the huge peaks of audit work which now occur in the early part
of each calendar year. By adopting a Natural Business Year which conforms to the true business
cycle of the particular industry, corporations may simplify their problems of year end adjustment
and reduce the cost of stock-taking, besides permitting a more efficient and more economical audit.
The income account of a company based on a completed cycle of a normal year’s operations would give
the investor a fairer picture of the operations of his company. Reports of companies in the same
field of business would be directly comparable, as almost all industries have their own clearly defined
natural business years.

3.

Appointment of the Independent Public Accountants Early in the Fiscal Year
The appointment of the independent auditor early in the fiscal year appears eminently desirable,
so that part of his work may be done during the year and he may be free to make an examination
of any phase of the company’s operations at any time.
4.

In conclusion, your Sub-Committee desires to call attention again to the evolutionary character of account
ing and auditing procedures and to recommend that the Exchange continue as it has in the past to welcome
collaboration from corporations, professional accountants, controllers and others engaged in formulating
improvements in practices. We believe that such activity will in the future as it has in the past, add to the
safeguards provided to investors in listed companies.

August 11, 1939.

Respectfully submitted,
Sub-Committee on Audits and Audit Procedure,
William K. Beckers, Chairman
Joseph Klingenstein

The Committee on Stock List adopts the report and recommendations of the Sub-Committee on Inde
pendent Audits and Audit Procedure. The Committee on Stock List directs that copies of this report be
printed and transmitted to the members of the Board of Governors, with the recommendation that it be
adopted at the next regular meeting of the Board and distribution made to the Presidents of listed companies
and to the members of the New York Stock Exchange.

August 15, 1939.

Committee on Stock List,
John Haskell, Vice-President and Director.

John M. Hancock, Chairman.

Adopted by the Board of Governors, August 23, 1939,
Charles Klem, Assistant Secretary.
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Draft No. 2

New York, July 19, 1939.

To the Members of the Committee on Stock List:
Your Sub-Committee on Independent Audits and Audit procedure,

appointed after the disclosures in the McKesson & Robbins case, has
considered the numerous suggestions on audits and related matters
which were made to the New York Stock

Exchange in connection with

its listing requirements, its agreements with corporations, and its

known interest in accounting and auditing matters, all having for
their purpose the protection of investors.

With the preliminary

reminder that auditing and accounting procedures are evolutionary
in their very nature, your Sub-Committee submits the following report,

realizing that practicable forward steps are always to be welcomed,

even if further and still theoretical improvements can be imagined

as possible at some future time.
The aspect of the discussions which have followed the McKesson &
Robbins disclosures which has been most Immediately and most force
fully striking is the considerable discrepancy which exists between

what the public seems to expect of Independent auditors in making

the customary audits for statements to stockholders, and what the
auditors themselves say is feasible to do within even the most ex
tensive reasonable limits of corporate expense.

The Exchange is in

the position of requiring from companies independent audits which the

auditor say cannot, in spite of their great value, give conclusive
assurance against all possibilities of error or fraud; but which

portions of the public apparently insist upon taking as certifications
of complete assurance, almost in the nature of guaranties.

It would

be an error, however, to think that public dissatisfaction is limited
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entirely to those who entertain the above-mentioned views.

Many

will agreed that there are bound to be limitations on all audits
of Livable business concerns, but claim that these limitations
might be more explicitly expressed in the auditor's certificate.
Others go farther and ask for more intensive checking in the audit

itself as a regular practice on which the public can depend.

It

has been the duty of your Sub-Committee, therefore, to consider two
aspects of the subject: first, to examine suggested extensions in

the scope of audit practice and possible Improvements in those cor

porate procedures which may facilitate the work of the auditor; and
secondly, to consider how the limitations which necessarily exist
may be drawn to the attention of the investor, through the auditor’s

report, or otherwise.

The Exchange has done much to help bring about

and to improve the Independently audited report — it must be equally

interested in furthering the understanding which is a precedent of

Intelligent use.

It is important that the investor should not either

over-estimate or under-estimate the kind and degree of assurance which
the independent audit and the auditor’s report can properly give.

Your Sub-Committee was appointed to examine not the accounting

phase, but the audit phase of the work of the independent public ac
countant.

Nevertheless, it seems that a few words must first be de

voted to the accounting portion of the work in order to re-establish
a proper balance of emphasis.

For there seem to be those who, when

faced with certain Inevitable limitations and qualifications in the

audit phase, entertain serious doubts as to the value of the entire
independent audit.

They seem for the moment to overlook entirely the

importance of the accounting phase.

This is partly, of course, the
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result of the McKesson & Robbins case, in which the fraud rested on

the falsity of the factual matter which is the basis of all accounts.
It may be worth noting, however, that a distortion of emphasis may

result also from a circumstance of nomenclature: the same word "audit"
is used for one of the two phases of the entire procedure, and also

for the entire procedure itself.

In discussion, the audit phase is

sometimes confused with the entire procedure.

In any case, the impor

tance of the accounting phase is, of course, enormous and should not
be overlooked in public discussion, even when attention centers, for

the moment, on auditing checks.

It may seem elementary, but it is apparently necessary and impor

tant to repeat again and again that periodic financial statements are
not mere statistical presentations of fact fixed in the form which the

stockholder reads, but, while properly based on facte, expressions of
the judgment of the accounting officers of the company - usually the

going concern - and conventional valuations of assets and liabilities,
and the conventional allocations of income and outgo items to specific
periods of time-

The importance of a periodic independent review by

experts to see that these numerous judgments have been made in ac

cordance with correct accounting principles consistently followed by
the company must be apparent to anyone, entirely apart from any methods

which the business world may employ to assure itself of the authenticity
of the factual data underlying the accounts.

is thoroughly qualified to make such a review.
especially trained.

The independent accountant
For this he has been

He will assume full responsibility for the correct

ness and the consistency of all accounting judgments made by the company
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in the preparation of its reports.
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And his assurance of correct

judgments is of tremendous importance, because even with correct

factual data at the base, the possibilities of accounting errors,
misrepresentations or frauds are very great.

Our present study, however, is particularly concerned with the

audit side of the picture, with the correctness of the bookkeeping

and underlying facts which constitute the material for the judgments,
and the bases for the accounts.

What assurances can be given to the

stockholder that the books reflect with arithmetical accuracy the

records presented by the underlying documents: the vouchers, bills of

lading, time books, etc., etc.?

And what assurance can be given that

these underlying documents in turn arithmetically reflect the existence
of the assets and liabilities of the company and the events of its

corporate life?

Is the Independent Auditor, from his examination,

able to give complete assurance that the records are anchored in fact?
When companies were small and business was less complex, an exhaustive

examination of all the transactions could be made, and an independent
auditor was able to give complete or nearly complete assurance that

the factual data — the “statistics” of the accounts — were accurate.
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In the case of large modern companies, however, the aggregate
expense to industry of making extremely detailed examination into

the enormous amount of material involved, would be out of all pro
portion to the possible benefits to be gained in the occasional
detection of irregularities in a few concerns.

Most companies

are honestly run, and huge expense for detection of misrepresenta
tions would in the aggregate be an economic waste to the investing

class.

But even where consideration is given not to industry as a

whole but to any single large modern concern, it is extremely doubtful
if even there a detailed examination can give complete assurance that

the factual data is absolutely connect.

A complete examination might,

of course, make complete assurance possible, but it is interrsting to
note that in the recent audit of McKesson & Robbins which followed
the disclosure of frauds, a huge expenditure (of approximately
$300,000 for accountants and $100,000 for engineers) resulted in an
audit which required the inclusion of the phrase "but we did not make

a detailed audit of the transactions” in the auditor’s report or

certificate.
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The primary responsibility for the accuracy of the records

lies with the management, and many large corporations have recog
nised the complexity of the problem as well as their responsibility

by instituting elaborate systems of Internal control, by which the
records kept by any one person are automatically checked by one or

more other persons in unrelated departments, and of internal audit,
by which tests are continuously made of the efficacy of internal
control.

It seems a fair statement to say that such devices,

especially when properly applied by an internal auditor or comptroller
who is independent of the management, are in large companies apt to be
more efficacious in uncovering irregularities, even of management,

than are the occasional efforts of the independent auditor.

The

latter, however, does not refuse to assume a large measure of respon

sibility for making an additional check, which, if less detailed and

occasional, derives great value from the independence and from the
accumulated general experience of the auditor.
Your Sub-Committee believes that the primary responsibility for

establishing standards of normal scope of the independent auditor's
examination must rest with the accounting profession.

The Exchange

can indicate in a general way what has been the practice in the past,

and what changes appear desirable, balancing the need for the widest
protection of investors with considerations of cost and practicability.
The audit phase of the independent examination in the past has over
many years changed from the detailed inspection of all items which was

possible when there were no large companies in existence, to the

method of "test checking" or sampling in the case of sizable concerns,
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such as those listed on the New York Stock Exchange.

Of test check

ing there are two different hinds, which in discussion are sometimes
confused: arithmetical test checking of some of the accounts and

records back to the supporting documents, sometimes called "auditing
tests and checks"; and physical test checking of the documents or
records to the actual facts.

The former, test checking the accounts

back to the documents, has been and is standard practice in every

audit.

The latter, physical test checking, although not uncommon,

has not been standard practice in the past, and has been employed only

when the auditor considered it necessary or desirable, or when the
company wished him to do so.

It may be said in the most general way

that the amount of physical test checking done by the auditor in a

particular company has tended to vary inversely with the degree of in

ternal control instituted by the company itself; so that, speaking
very broadly, the tendency has been to make more numerous physical
test checks in the smaller, less complex companies, where in fact the

checks were more feasible, and less numerous ones in the larger, more

complex companies, where elaborate systems of internal control were
apt to exist.

However, even in this it is difficult to generalize,

as practice has varied also, as already indicated, upon considerations
of necessity and feasibility in the particular company, as well as
upon considerations of internal control and of size.

In some larger

companies, supervision by the auditor of physical checks made by the
company has been found practicable.

In all cases where systems of

internal control exist, it has been normal practice to make an audit
study of the adequacy and effectiveness of the system, but not
necessarily to make test checks of the physical data underlying the

accounts.
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Physical test checking of inventories and receivables will
now become normal procedure in all cases where the amounts involved

are a material factor, according to recommendations recently enunci

ated by the American Institute of Accountants.

The Institute is in

the process of reviewing all phases of auditing procedure, but gave

its first attention to inventories and receivables because these

aspects have been principal points of discussion since the McKesson

& Robbins case.

As regards inventories, the auditor will be expected,

wherever practicable and reasonable, to make or observe the making of

physical tests by count, weight or measurement.

Where inventories are in

outside depositories, he may accept confirmation in writing, but when the

amount involved is considerable he must make supplementary inquiries.

Where physical tests and sample corroborations of inventories are not
considered desirable or necessary in order to permit the accountant to
express his professional opinion as to the validity of the accounts,

they may properly be omitted, but disclosure of such omission must be
made in the auditor’s report.

Similarly, if for any reason receivables

are not confirmed by airect communication with the debtors, disclosure

must be made in the report.
Your Sub-Committee cannot now appraise with exactitude the full
significance of the extensions in standard technical procedure which

have been recommended in the recent report of the Special Committee of
the American Institute of Accountants.

Both the auditing and the ac
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counting phases of the profession of accountancy are not static further tools and methods are being developed to keep pace with

the evolution of business.

We believe that the Exchange may continue

to find support within the accounting profession itself and among our

listed corporations, who, in turn, must answer to the desires of their
stockholders, in its efforts toward the development of more effective

methods.

The accounting profession and business itself have excellent

reasons for extending audit procedure to the limits of practicability
ana reasonable economy.

While no final appraisal of the proposed extension of scope can

properly be made by your Committee until they have been observed in
practice, a common sense consideration of certain circumstances may
throw some light on the probable applicability of new procedures to

certain types of companies.

Three matters should be kept in mind:

first, that the independent accountant is not by training qualified
nor does he claim to be able to make such physical tests as would

enable him to express an opinion on the condition of inventories, nor,

in certain cases, can his check as to quantities carry much signifi

cance if the materials which are being counted are of such a nature

that a technical knowledge of their form and substance is essential;
secondly, that the complexity and far-flung operations of many large
concerns, in addition to technical difficulties, would make detailed

physical checks enormously expensive; and thirdly, that there is an

important practical limitation of time upon such checks — the report
must be prepared in a few months at most after the close of the fiscal

period.

It may safely be said that the usefulness of the extensions
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will vary greatly in different companies and in different industries,
and that, in many large corporations, the system of Internal control,

whether independently checked or not, will probably remain the princi

pal source of assurance that the bookkeeping records are correct.

On

the other hand, the proposed extensions of audit procedure are very
real ones — they make it normal practice as regards inventories arid

receivables to test check not only from books to underlying documents,
which has been standard, but from documents back to the physical facts,
which has hitherto been optional.

In addition, the Institute’s report

indicates that the examination shall in general conform to the proced
ures and the practices outlined in "Examination of Financial Statements”,
the standard bulletin of the Institute on audit scope.
Before going on from this subject of audit procedure to consid

erations with respect to general corporate practice, your Sub-Committee
feels that, as a result of recent disclosures, too great an emphasis
may be currently placed upon the inventory and receivable phases of the
accountant’s work.

While the auditing of assets of this type is ad

mittedly important in most companies, the various procedures followed

in the examination of other asset items may often be of equal or

greater significance.

A well-rounded audit, designed to cover all

phases of a company’s business, obviously would afford greater safe
guards in the majority of cases than one where excessive or special

emphasis is placed on certain phases of the audit to the possible
neglect of others.
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Consideration of practical difficulties suggests an examination
of the corporate arrangements under which the audit is made, and of

the two-fold responsibilities of the corporation:

to institute such

corporate procedures as will make its system of bookkeeping, and of
internal control ana audit, as efficient as possible; and secondly,

to facilitate in every reasonable way the work of the independent

auditor.

Of a large number of suggestions considered in these con

nections, your Sub-Committee has selected four as sufficiently import

ant and practicable to warrant endorsement by the Nev York Stock
Exchange.

It is not recommended that these be incorporated in the

listing requirements at this time but it is suggested, rather, that

the attention of listed corporations be drawn to them in accordance
with past cooperation between the corporations and the New York Stock

Exchange in a continuation of the collaboration which, in the past,
has done so much to improve accounting ana audit practice.

The sug

gestions should be made to corporations, subject to consideration of
applicability in the particular case, and in the knowledge that useful
ness in connection with audits might have to be weighed against other
disadvantages,

I.

Strengthening of the position of the independent public

accountant.

This might best be accomplished through the

assumption by the Board of Directors of full responsibility

either in delineating the scope, determining the fee or
appointing or nominating the auditors, subject to ratifica
tion by stockholders.

In some cases, the appointment of
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an audit committee of the board of directors will be

practicable and it would appear preferable to have

this committee composed of directors who are not

officers of the company.

The auditor’s report con

tained in the annual report should be addressed to
the stockholders and the auditors should be afforded

an opportunity to appear at the annual meeting of

stockholders.

II.

Equally important are an independent position and adequate
facilities for the controller or internal auditor.

It is

desirable that the scope of his responsibilities should
be fixed by the board of directors and he might report

periodically to thom, in addition to making his customary

reports to the operating management.

independent and
An

efficient internal auditing department is possibly the

most important factor in assuring the accuracy of the
books and of the published reports.

The importance of the

internal auditor in these connections ano his position of
parity with the independent auditor might be emphasized to

the business public by the more extensive use of certifies
tions from controllers.

It is recommended that the con

troller or chief internal financial officer should sign

the published financial statements of his company, even
where these financial statements are accompanied by the

report of independent public accountants.

In this manner
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his importance in these connections and his position
of parity with the independent auditor might be em

phasized to the public.
III. The appointment of the independent auditor early in the

fiscal year, so that part of the work may be done during

the year.

This and the next following suggestion are

made in the hope of decreasing the present serious limit
ation of time upon the most efficient possible auditing
work.

IV.

The general adoption, unless impracticable for special

reasons, of the company’s natural business year instead
of the calendar year as its fiscal year.

If the natural

business year were generally adopted, the huge peaks of
audit work, which now come early in each calendar year,

would be largely eliminated.

The audit would be made

when the functions of the particular business are at
their lowest ebb, making for both an efficient and

economical audit.

Reports of companies in the same field

of business would be directly comparable, as it has beer

pointed out that almost all industries have their own
natural business year.
It is noteworthy that in many instances some or all of the above
recommendations have already been adopted by leading corporations.
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In recommending the proposed extensions of audit scope, the
Institute of Accountants is itself anxious to indicate that complete

responsibility on the audit side is not thereby being approached.
The report says "to exhaust the possibility of exposure of all cases

of dishonesty or fraud, the independent auditor would have to examine

in detail all transactions”,

We know that in many corporations prac

tical limitations will not permit the physical checking of any but a
minute portion of the transactions.

We come back, therefore, to the

dilemma mentioned in our first few paragraphs — how to acquaint the

investing public with the limitations which must exist on the audit
side, while emphasizing at the same time the true value and proper use

of independent audits; i.e., as independent examinations of accounting

methods, for which 100% responsibility is assumed, and as independent
additional checks on factual data, of considerable if not of conclusive
value.

The auditor’s certificate, or "auditor’s report” as the profess
ion prefers, offers a means of acquainting the general public with

the limitations of the audit.

It has been so used in the past, in

that two phrases especially were included which proclaimed circumstances

which must always have been obvious to the reader versed in financial
affairs when reading a certificate given in connection with the usual

audit for reports to stockholders.

These phrases were:

first, that the

auditor "obtained information and explanations from officers and em
ployees of the company”; second, that the auditor "did not make a de
tailed audit of the transactions”.

The professional financial world knows
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that the auditor in a modern company uses the method of tests and
checks, ever though the general public may not.

The accounting pro

fession intends now to change the form of audit report, and apparently

is giving up using the report as a means of educating the general pub

lic to audit limitations, in that the two phrases formerly induced
are now being dropped.

It may be said first that the Committee on

Stock List has hitherto approved the inclusion of the two phrases

mentioned, as warning signals to the investor that the scope of the
examination is limited and that the responsibility taken by the auditor

is not complete.

It must be admitted, however, that the public reaction

after the McKesson & Bobbins case, in so far as it can be judged in a
general way without measurement by questionnaires, would indicate that

the inclusion of the phrases has done little after five years of inclus
ion to enlighten the non-professional public.

Is it not possible that

the man who accepts the certificate as a form of guarantee does not even
bother to read it?

And even when read by a layman, is it not quite poss

ible that the phrases are often misunderstood?

The Institute feels this

to be so in the case of the first phrase, that having to do with "informa
tion and explanations from officers and employees”.

port says:

The Institute’s re

”The phrase in question has led to serious misconception as

to the degree of reliance on such information and explanations”.

taining explanations is inherent in all audit procedure.

Ob

The auditor has

never, as many laymen seem to believe, excused himself from making what

ever examinations seemed necessary because of explanations received from
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the management or from employees.
ceptions may arise.

It must be conceded that miscon

As to the other phrase, it seems less probable

that any positive misunderstanding could result from reading it.

Of

this omission the Institute’s Report says "It is believed that the

business and financial public nor fully understand that, in a veil

organized concern, the detection of irregularities is primarily a

matter of internal procedure, and that testing and sampling, to de
termine whether such procedure is adequate in scope and effective in
operation, is the usual practice of the independent auditor”.

Your

Sub-Committee feels that the extent of such understanding outside of
professional financial circles is an open question, and that it

might possibly be preferable to continue to give some indication in

the auditor’s report itself that the method employed is one of testing
and not of complete auditing.

The Institute prefers to omit the state

ment as negative and unnecessary, and here again it must be conceded

that an ordinarily careful reader of the auditor’s report must be aware
that "We have examined or tested accounting records of the company and
other supporting evidence, by methods and to the extent we deemed appro

priate” does not refer to a complete examination of all the transactions.

For the rest, the new "auditor’s report” is an improved, more
logical, and more concise statement of the same thoughts embodied in

the old report.

As before, the first paragraph gives the scope, the

second gives the opinion.

Two phrases considered unnecessary — "based

upon such examination” and "made a general review of the operating and
income account for the year” — are omitted, the first because obvious,

July 20, 1939.

Draft No. 2

the second because inevitably included in an examination for the

purpose of a periodic report to stockholders.

The new report says:

(1) of what accounts the examination vas made; (2) that the system
of internal control, where existent, has been reviewed (this is new);

(3) that the accounting procedures have been reviewed, as to conformity

with accepted principles and as to application on a basis consistent
with the preceding year (instead of consistent throughout the period

under review, as heretofore); (4) that the accounting records and

other supporting evidence have been examined or tested by methods, at
times and to the extent deemed appropriate (underlined portion new).

This last refers explicitly only to making test checks of the records
back to the underlying documents, so-called "auditing tests and checks”,
but implicitly in the absence of statements to the contrary, gives as

surance to the reader that physical test checks of the records back to
the facts have also been made.
The new auditor’s report as compared to the old may be said to be

addressed rather to the initiate in financial affairs, although at the

same time highly informative to the discerning lay reader.

The account

ing profession seems to prefer to carry on the general education program

which it concedes is highly necessary, through other and possibly more

efficient means.

In recent accountants’ speeches and reports, videly

quoted in newspapers and periodicals, very explicit statements are made
of the meaning, value and inevitable limitation of independent audits.

The financial community can aid in this work, so important to it as well
as to accountants, by first thoroughly informing itself on the subject,
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and then by informing at every opportunity the investing public
which constitute its customers.

Your Sub-Committee strongly urges

more widespread familiarity among members of the financial community

with the Institute’s Bulletin, "Examination of Financial Statements";
the booklet, "Audits of Corporate Accounts”, which embodies important

correspondence on the subject between the New York Stock Exchange and

the Institute; "Extensions of Auditing Procedure”, the most recent re
port of the Institute; and the April and may, 1939, issues of "The
Journal of Accountancy”, which include enlightening summaries of parts

of the recent S.E.C. hearings following the McKesson & Bobbins case,

at which the views of twelve leading members of the accounting pro
fession were given on numerous questions of auditing procedure.

These

summaries are not long, and the views expressed are worded so that
even those with little technical knowledge may get a broad view of

present day auditing problems and experience.

